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KPMG LLP
50 Kennedy Plaza
Providence, Rl 02903-2321

Independent Auditors’ Report

The Board of Trustees
Newport Health Care Corporation:

We have audited the accompanying consolidated statements of financial position of Newport Health Care
Corporation and Affiliates (the Corporation) as of September 30, 2006 and 2005, and the related
consolidated statements of operations and changes in net assets, and cash flows for the years then ended.
These consolidated financial statements are the responsibility of the Corporation’s management. Our
responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material nusstatement. An audit includes consideration of
mternal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Corporation’s
internal control over financial reporting. Accordingly, we express no such opinion. An audit also includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial staiements,
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presertation. We believe that our audits provide a reasonable

basis for our opimion.

In our opinion, the conseolidated financial statements referred to above present fairly, in all maierial
respects, the financial position of Newport Health Care Corporation and Affiliates as of September 30,
2006 and 2005, and the results of thetr operations and changes in net assets, and their cash flows for the
years then ended, in conformity with U.S generally accepted accounting principles.

January 29, 2007
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NEWFPORT HEALTH CARE CORPORATION AND AFFILIATES

Consolidated Statements of Financial Posttion

September 30, 2006 and 2005

Assets

Current assets;

Cash and cash equivalents b3

Patient accounis receivable
Less allowance for doubtful accounts

Net patient accounts receivable

Other receivables
Current portion of contributtons recervable

Total receivables

Assets limited as o use
Inventories
Prepaid expenses and other current assets

Total current asseis

Assets limited as to use
Less amount required to meet current obligations

Noncurrent assets limited as (o use

Property and equipment, net

Other assets:
Contributions receivable, net
Deferred charges and financing costs, net
Other noncurrent assets

Total other assets
Total assets

Liabilities and Net Assefs

Current liabilities:
Accounts payable
Intercorporate financing
Accrued employee benefits and compensation
Other accrued expenses
Current portion of long-term debt
Current portion of estimated third-party payor settlements
Estimated health care benefit self-insurance costs

Total current habilities

Long term debt, net of current portion
Estimated third-party payor scttlements, net of current portion
Other liabilities

Tosal liabilities

Net assets:
Unrestricted
Temporarily restricted
Permanently restricted

Total net assets

Total liabilities and net assets

See accompanying notes to consotidated financial statements.

b

2006 2005
9,050,116 $ 9133415
13,094,021 12,200,507
(2,840,933) (2,481,258)
10,253,088 9,719,249
371,508 564,683
448,855 460,585
11,073,451 10,744,517
5,604,860 5,377,462
385,903 385,595
760,926 879,418
26,875,256 26,520,407
214,242,097 195,013,686
(5,604,860) (5,377,462)
208,637,237 189,636,224
75,010,510 77,271,545
629,064 455,743
313,684 329,399
5,023 480 6,012,635
5,966,228 6,797,777
316489231 $ 300,225,953
1,966,878 $ 1,865,289
604,574 45,059
4,278,843 3,974,998
547,213 783,482
1,630,000 1,605,000
1,229,811 1,896,630
400,478 573,598
10,657,797 10,744,056
32,605,000 34,235,000
4,388,929 5,188,076
544,600 517,300
48,696,326 50,684,432
213,135,402 197,626,911
27,460,282 25,767,721
27.197,221 26,146,389
267,792,905 249,541,521
316489231 § 300225953




NEWPORT HEALTH CARE CORPORATION AND AFFILIATES

Consolidated Staiements of Operations and Changes in Net Assets
Years ended September 30, 2006 and 2005

2006 2005
Unrestricted revenues and other support:
Net patient service revenue $ 0 99779397 % 97,777,908
Other revenue 1,619,008 1,994,782
Endowment earnings contributed toward community benefit 994 850 997,257
Net assets released from restrictions used for operations 1,169,267 786,501
Total unrestricted revenues and other support 103,562,522 101,556,448
Olperating expenses:
Compensation and benefils 56,058,492 53,808,553
Supplies and other expenses 16,783,554 15,846,789
Purchased services 14,735,025 14,594,878
Provision for bad debts 5,782,439 6,383,821
Depreciation and amortization 6,211,142 6,176,083
Interest 1,676,103 1,603,018
License fees 2,975,999 2,390,761
Total operating expenses 104,152,754 100,803,903
(Loss} income from operations (590,232 152,545
Nonoperating gains:
Unrestricted income from board-designated investments 2,468,632 2,337,256
Net realized gains on sales of board-designated investments 10,780,962 8938013
Unrestricted gifts and bequesis — 188,668
Total nonoperating gains, net 13,249,594 11,463,931
Excess of revenues over expenses 12,659,362 12,216.476
Other changes in unrestricted net assets:
Net unrealized gains on investments 2,831,533 9 098,730
Net assets released from restrictions used for purchase of property and
equipment 21,154 18,147
Cumulative effect 1o October 1, 2005 of change in accounding principle
for conditional asset retirement obligations {30,570) e
Contributions of property and equipment 26,992 —
Increase in unrestricled net assets 15,508,491 21,333353
Temporanly restncted net assets:
Gifts, grants and bequests 252,856 112,157
Income from restricted investinents 671,352 620,212
Net assets released from restrictions (1,190,421) {804,648)
Net realized and unrealized gains on investments 2,432 572 3,216,441
Transfer to permanently restricted net assets {473,798) —
Increase in temporanily restricted net assets 1,692,561 3,144,162
Permanently resticted net assets:
Net realized pains on investments held in perpetual trust by others 62,547 103,653
Realized gains retained to maintain purchasing power 513,987 1,115,728
Transfer from temporanly restricted net assets 473,798 —
Increase in permanently restricted nef assets 1,050,332 1,219,381
Increase in net assets 18,251,384 25,696,896
Net assets, beginning of year 249,541 521 223,844,625
2677192905 % 249541521

Net assets, end of year

See accompanying notes to consolidated financial statements.




NEWPORT HEALTH CARE CORPORATION AND AFFILIATES

Consolidated Statements of Cash Flows

Years ended September 30, 2006 and 2005

Cash Tlows from operating aclivities:
Increase in net assets
Adjustrnents to reconcile increase in net assets to net cash
provided by operating activities:

Cumulative effect to October 1, 2005 of change i accounting

principle for conditional asset retirement obligations
Net realized and unrealized gains on investments
‘Temporarily restricted gifts, grants and bequests
Depreciation and amortization
Provision for estimated health care benefit
self-insurance costs
Decrease in liabilities for estimated health care benefit
self-insurance costs resulting from claims paid
(Increase) decrease in patient accounts receivable, net
(Increase) decrease in contributions receivable, net
{ncrease (decrease) in accounts payable
increase (decrease) in accrued employee benefits and
compensation
{Decrease) increase in other accrued expenses
Decrease in estimated third-party payor
scttlements
Decrease in all other current and noncurrent assets and
ltabilities, net

Net cash provided by operating activities

Cash flows from investing activities:
Purchase of property and equipment
Net increases in assets limited as to use

Net cash used in investing activities

Cash flows from financing activities:
Financing from (payments to) affiliates
Payments on fong-term debt
Temporanly restricted gifts, grants, and bequests

Net cash used in financing activilies

Net (decrease) increase in cash and cash equivalents
Cash and cash equivalents, beginning of year
Cash and cash equivalents, end of year

Supplemental disclosure of cash flow information:
Cash paid tor interest

See accompanying notes to consolidated financial statements.

2006 2005
18,251,384 $§ 25,696,396
30,570
(16,621,621) (22.472,565)
(252,856) (112,157)
6,211,142 6,176,083
6,393,504 4,684,809
(6,566,624) (4,111,211)
(533,839) 1,288,961
(161,591) 273,672
101,589 (652,617)
303,345 (28,488)
(189,739) 191,105
(965,966) (602,667)
1,039,031 880,903
7,038,829 11,212,724
(3,950,107) (4,035,228)
(2,379,392) (1,837,977)
(6,329,499) (5,873,205)
559,515 (916,568)
(1,605,000} {1,580,000)
252,856 112,157
(792,629) (2,384,411)
(83,299) 2,955,108
9,133,415 6,178,307
9,050,116 $ 9,133,415
1,650,307 % 1,599,470




NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

Sepieimber 30, 2606 and 2005

(1) Description of Organization and Summary of Significant Accounting Policies

{a)

(b)

{c)

Organization and Basis of Preseniation

Newport Health Care Corporation and Affiliates (the Corporation) includes Newport Health Care
Corporation (NHCC), Newport Hospital (the Hospital), Newport Hospital Foundation, nc.
(the Foundation), NHCC Medical Associates, Inc. (Medical Associates), and Newport Health
Property Management, Inc. (Property Management).

NHCC is the sole corporate member of the Hospital, the Foundation and Medical Associates. NHCC
is also the sole shareholder of Property Management. The Hospital is a 129-bed nonprofit acute care
hospital which provides inpatient, outpatient and emergency care services for residents of southern
Rhode Island. The Foundation manages fundraising activities and certain investmenis of NHCC
affiliates. Medical Associates was formed to employ physicians and other health care practitioners in
developing integrated and comprehensive health care services. Property Management directs the
operations of various health care properties.

Effective June 2, 2006, the Hospital removed 19 sub-acute beds from service, temporarily reducing
the Hospital’s licensed beds from 148 to 129 based on a review of services and community need.
This was completed in accordance with Rhode Istand Department of Health regulations.

Effective January 15, 1997, the Federal Trade Commission and the Health Services Council of the
Rhode Island Department of Health approved NHCC’s affiliation with Lifespan Corporation
(Lifespan), a Riode Island nonprofit corporation. The Corporation continues to maintain s own
identity and Board of Trustees, its own campus and its own name. Lifespan has the responsibility for
strategic planning and initiatives as well as capital and operating budgets. The transaction was
accounted for as a pooling of interests at the Lifespan level.

The consolidated financial statements include the accounis of NHCC and its affiliates after
elimination of significant intercompany accounts and transactions.

Use of Estimates

The preparation of financial statements in conformity with U.S generally accepled accounting
principles requires management to make estimates and assumptions that affect the reported amounts
of assets and liabilities and disclosure of contingent assets and habilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period. Actual
results could differ from those estimates.

Cash and Cash Equivalents

Cash and cash equivalents include all highly liquid debt instruments with maturities of three months
or less when purchased, excluding amounts limited as to use by board-designation or other
arrangements under trust agreements.

3 {Continued)




{d)

(e}

NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2605

Investments and Investment Income

Investments in equity securities with readily determinable fair values and all investments in debt
securities are measured at fair value in the consolidated statements of financial position. Investments
in collective investment funds are measured based on the fair value of the underlying investments.
Investments of less than 5% in venture capital, oil & gas, and real estate limited partnerships are
recorded at historical cost. Management believes the fair value of the investments in these limited
partnerships exceeds its carrying amount. Investments of 5% or more in limited partnerships, limited
tability corporations or similar investments are accounted for at fair value, with changes in fair value
recorded as realized gains or losses in each net asset class using the equity method. Investments m
derivative financial instruments are not material.

The aggregate amount of the fair value of permanently restricted investments complies with the
inflation protection requirements of the General Laws of the State of Rhode Island.

Investment income or loss {including realized gains and losses on investments, interest and
dividends) is included in the excess of revenues over expenses unless the income or loss is restricted
by donor or law. Unrealized gains and losses on investments other than those accounted for using the
equity method are excluded from the excess of revenues over expenses.

Realized gains (losses) on sales of investments are determined by the average cost method. Realized
gains (losses) on unrestricted investments are recorded as nonoperating gains (losses); realized gains
(losses) on restricted investments are recorded as an addition to (deduction from) the appropnate
restricted net assets. A decline in the market value of an investmert security below its cost that 1s
designated 1o be other than temporary is recognized through an impairment charge classified as a
realized loss and a new cost basis is established.

Participation units in pooled investment funds held within unrestricted and permanently restricted net
assets are determined monthly based on the market value of the underlying investments at the
calculation date. Income eamed on pooled investments is allocated to participating funds based on
their respective unit shares of the pool.

Investment income from trustee-held funds under bond indenture agreements is recorded as other
revenue. Lifespan maintains a spending policy for certain board-designated funds of its patient care
affiliates which provides that investment income from such funds is recorded within unrestricted
revenues as endowment earnings contributed toward community benefit.

Income from permanently restricted investments is recorded as nonoperating gains when unrestricted
by donor and as an addition to the net assets of the appropriate restricted fund when restricted by

donor.

Assets Limited as to Use

Assets limited as to use primarily include assets set aside by the Corporation’s Board for future
capital improvements, over which the Board retains control and may at its discretion subsequently

6 {Continued)




(g)

(h)

(1)

)

NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consohidated Financial Statements

September 30, 2006 and 2005

use for other purposes, and assets whose use by the Corporation has been permanently restricted by
donors or himited by donors 1o a specific purpose, as well as trustee-held funds under bond indenture
agreements and irrevocable trusts. Amounts required to meet current liabilities of the Corporation are
reported in cwrent assets in the consolidated statements of financtal position.

Property and Equipment

Property and equipment acquisitions are recorded at cost. Depreciation s computed over the
estimated useful life of each class of depreciable asset using the straight-line method. Buildings and
improvements lives range from 5 to 40 years and equipment from 3 to 20 years. Net interest cost
incirred on borrowed funds during the period of construction of capital assets is capitalized as a
component of the cost of acquiring those assets.

Deferved Financing Costs

Deferred financing costs, which relate to the issuance of long-terms bonds payable to the Rhode
Island Health and Educational Building Corporation {(RIHEBC), are being amortized ratably over the
periods the bonds are outstanding.

Temporarily and Permanently Restricted Net Assets

Temporarily restricted net assets are those whose use by the Corporation has been limited by donors
to a specific purpose. Permanently restricted net assets have been restricted by donors to be
maintained by the Corporation in perpetuity.

Excess of Revenues over Expenses

The consolidated statements of operations and changes in net assets include excess of revenues over
expenses. Changes in unrestricted net assets which are excluded from excess of revenues over
expenses, consistent with industry practice, include unrealized gains and losses on investments, net
assets released from restrictions used for purchase of property and equipment, and the cumulative
effect of change in accounting principle for conditional asset retirement obligations.

Net Patient Service Revenue

The Corporation provides care to patients under Medicare, Medicaid, managed care and commercial
insurance contractual arrangements. The Corporation has agreements with many third-party payors
that provide for payments at amounis less than its established rates. Net patient service revenue is
reported at the estimated net realizable amounts from patients, third-parly payors, and others for
services rendered, inchuding estimated retroactive adjustments under reimbursement agreementis with
some third-party payors.

Medicare utilizes a prospective payment system for most inpatient hospital services rendered to
Medicare program beneficianies based on the classification of each case into a diagnostic-related
group (DRG). Medicare outpatient hospital services are also paid using an ambulatory payment
classification system.

7 {Continued)




(k)

D

(m)

NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

Most hospital services to Rhode Istand Medicaid patients are reimbursed based on negotiated costs
under a prospective cost arrtangement. The tentative hospital reimbursement rates are determined by
certain negotiated budgeted expenditures and budgeted volume. Variances from budgeted volume
are reimbursable at rates which may differ from the budgeted rate.

The majonity of payments from managed care and commercial insurance companies are based upon
negotiated fixed pricing arrangements, whereby a combination of per diem rates and specific case
rates are utilized for inpatient services, along with fixed fees applicable to outpatient services.

Settlements and adjustments arising under reimbursement arrangements with some third-party
payors, primarily Medicare, Medicaid and Blue Cross, are accrued on an estimated basis in the
period the related services are rendered and adjusted in future periods as final settlemenis are
determined. The Corporation has classified a portion of accrued estimated third-party payor
settfemenis as long-term because such amounts, by their nature or by virtue of regulation or
legisiation, will not be paid within one year. Changes in the Medicare and Medicaid programs, such
as the reduction of reimbursement, could have an adverse impact on the Hospital.

Provision for Bad Debts

The Corporation grants credit without collateral to its patients, most of whom are local residents and
are insured under third-partly payor amangements. Additions to the allowance for doubtful accounts
are made by means of the provision for bad debts. Accounts deemed uncollectible are deducted from
the allowance and subsequent recoveries are added. The amount of the provision for bad debts is
based upon management’s assessment of historical and expected net collections, business and
economic conditions, trends in federal and state governmenial health care coverage and other

collection indicators.

Charity Care

The Corporation provides care to patients who meet certain criteria under its charity care policy
without charge or at amounts less than its established rates. Because the Corporation does not pursue
collection of amounts determined to qualify as charity care, they are not reported as net patient
SErvice revenue.

Donor-Restricted Gifts

Unconditional promises to give that are expected to be collected within one year are recorded at net
realizable value. Unconditional promises to give that are cxpected to be collected in future years are
recorded at the present value of their estimated future cash flows. The discounts on those amounis
are computed using risk-free interest rates applicable to the years in which the promises are recetved.
Amounts received that are restricted by the donor for specific purposes are reported as temporarily
restricted or permanently restricted support that increases those net asset classes. When a donor
restriction expires, that is, when a stipulated purpose restriction is accomplished, temporarily
restricted net assets are reclassified as unrestricted net assets and reported in the consolidaled
statements of operations and changes in net assets as net assets released from restrictions.

8 (Continued)




(2)

3)

NEWPORT HEALTH CARE CORPORATION AND AFFILIATES

Notes 1o Consolidated Financial Statements

~

September 30, 2006 and 2005

(n) Inventories

Inventories, consisting primarily of medical/surgical supplies and pharmaceuticals, are stated at the
fower of cosi or market.

(¢)  Estimated Self-Insurance Costs

The Corporation participates in Lifespan self-insurance programs with other Lifespan affiliates for
losses arising from medical malpractice claims, health benefits to its employees, and effective
August 1, 2006, losses arising from workers” compensation claims. The Corporation has recorded
provisions for estimated claims, which are based on Lifespan’s own experience. The provisions for
self-insured losses include estimates of the ultimate costs for both reported claims and claims
incurred but not yet reported.

(p}  Fair Value of Financial Instruments

The carrying amounts recorded in the consolidated statements of financial position for cash and cash
equivalents, patient accounts receivable, assets hmited as to use, accounts payable, intercorporate
financing, accrued expenses, estimated third-party payor settlements, and estimated health care
benefit self-insurance costs approximate their respective fair values. The estimated fair value of the
Corporation’s long-term debt is disclosed in note 11.

(g}  Reclassifications

Certain 2005 amounts have been reclassified to conform with the 2006 reporting format.

Cumulative Effect of Change in Accounting Principle

In March 2005, the Financial Accounting Standards Board (FASB) issued FASB Interpretation No. 47
(FIN 47), “Accounting for Conditional Asset Retirement Obligations.” Under FIN 47, costs related to legal
obligations to perform certain activities in connection with the retirement, disposal or abandonment of
assets are required (o be accrued. The Corporation adopted the provisions of FIN 47 effective October 1,

2005.

The Corporation has identified asbestos abatement as a conditional asset retirement obligation. Asbestos
abatement costs were estimated based on relevant facts and circumsiances. At September 30, 2006, the
Corporation recorded site improvements of $15,974, refated accumulated depreciation of $13,312, asset
retirement obligations of $33,232 included in other accrued expenses, and a cumulative effect of change 1n
accounting principle to October 1, 2005 of $30,570.

Disproportionate Share

The Hospital is a participant in the State of Rhode Island’s Disproportionate Share Program, established in
1995 to assist hospitals which provide a disproportionate amount of uncompensated care. Under the
program, Rhode Island hospitals, including the Hospital, receive federal and state Medicaid funds as
additional reimbursement for treating a disproportionate share of low income patients. Total payments to
the Hospital under the Disproportionate Share Program aggregated $4,238,027 and $3,941,740 in 2006 and

9 {Continued)




(4)

NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

Seplember 30, 2006 and 2005

2005, respectively, and are reflected as part of net patient service revenue in the accompanying
consolidated statements of operations and changes in net assets.

The State of Rhode Island has assessed a license fee to all Rhode Island hospitals, based on each hospital’s
2004 net patient service revenue as defined. The Hospital’s license fee expense was $2,975,999 and
£2.390,761 in 2006 and 2005, respectively. The hospitals in the State of Rhode Island accepted the fee as
part of an agreement with the State’s Department of Health and Human Services in return for an equitable
distribution of funds to those hospitals meeting certain criteria in providing services to the Medicaid
population.

For periods beyond 2006, the federal government could change the level of federal matching funds for the
Disproportionaie Share Program. Accordingly, it may be necessary for the State of Rhode Island to modify
the program and the reimbursement to Rhode Island hospitals under the program. At this time, the scope of
such modifications or their effect on the Hospital cannot be reasonably determined.

Charity Care and Community Services

The Corporation maintains records o identify and monitor the level of charity care it provides. These
records include the amount of charges forgone for services and supplies furnished under its charity care
policy and the estimated cost of those services and supplies.

The following information measures the level of charity care provided by the Corporation during the years
ended September 30:

2006 2005
Charges forgone, based on established rates $ 3627244 % 3,118,040

Estimated costs and expenses incurred to provide charity care 5 1,794,035 3§ 1,451,759

Cerain restricted funds have been designated by donors to fund charity care. Transfers totaling $959,075
and $563,198, respectively, have been made from these restricted funds in support of charity care in 2006
and 2005, and are reflected as net assets released from restrictions used for operations.

The Corporation also provides numerous other services to the community for which charges are not
generated. These services include certain emergency services, community health screenings, child and
adult health/medical education, participation in the Children’s Access To Health program, immunization
programs, patient advocacy, various support groups, foreign language translation and participation in
various other community services and projects.

The Corporation subsidizes the cost of treating patients who receive government assistance where
reimbursement 1s below cost.

i0 {Continued)




NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

Administrative uncompensated care, based on charges, amounted to $689,080 and $666,077 in 2006 and
2005, respectively. The related cost of such care approximated $334,772 and $304,090 in 2006 and 2005,

respectively.

In addition to the cost of chanty care and other community service programs, the Corporation provided
$5,782,439 and $6,383,821 for uncollectible patient accounts, based on charges net of contractual
allowances, during the years ended September 30, 2006 and 2005, respectively. The cost associated with
such provisions approximated $2,859,994 and $2,972,307 in 2006 and 2003, respectively.

1t (Contmued)




(5)

NEWPORT HEALTH CARE CORPORATION AND AFFILIATES

Notes to Consolidated Financial Statements

Sepiember 30, 2006 and 2005

Investments

Assets Limited as to Use

The composition of assets limited as to use at September 30, 2006 and 2005 is set forth in the following

table.

Internally board-designated:
Cash and short-term investments
U.S. government and agency obligations
Corporate equity securities
Corporate obligations
Collective invesiment funds
Other investments

Held by trustee under bond indenture agreement:
U.S. government and agency obligations

Temporarily restricted funds:
Cash and short-term investments
1.5, government and agency obligations
Corporate equity securities
Corporate obligations
Collective investment funds
Other investments

Permanently restricted funds:
Cash and short-term investments
U.S. government and agency obligations
Corporate equity securities
Corporate obligations
Collective invesiment funds
Other investments

Total

12

2006 2005
5,581,632 5,348,847
5,768,104 7,374,284

48,019,468 46,574,425
10,382,588 10,220,499
80,032,447 65,204,196
1,434,936 2,005,862
151,219,175 136,728,113

497,543 497,952

450,717 444 852

938,771 1,231,840
7,815,271 7,780,045
1,689,788 1,707,288
13,025,451 10,892,062

306,429 357,376

24,226,427 22,413,463
3,891,943 3,720,854
1,660,007 2,247,657

11,779,958 11,673,302
2,357,894 2,038,475

18,175,429 15,453,635

433,681 240,235

38,298,952 35,374,158

214,242 097 195,013,686

{Continued)




NEWPORT HEALTH CARE CORPORATION AND AFFILIATES

Notes to Consolidated Financial Staternents

September 30, 2006 and 2005

Investment income and gains for assets limited as to use are comprised of the following for the years ended

September 30:
2006 20605
Endowment earnings contributed toward community benefit b 994,850 997.257
Nonoperating gamns:
Unrestricted income from board-designated investments 3 2,468,632 2,337,250
Net realized gains on sales of securities 10,780,962 8,938,013
h) 13,249,594 11,275,263
Other changes in unrestricted net assets:
Net unrcalized gains on investments $ 2,831,553 9 098,730
Changes in temporarily restricted net assets:
Income from restricted investments h 671,352 620,212
Net realized and unrealized gains on investments 2,432,572 3,216,441
b 3,103,924 3,836,653
Changes in permanently restricted net assets:
Income from and net reatized gains on sales of investments $ 576,534 1,219,381

The following criteria are considered in determining other than temporary declines in the fair market value

of individual investments:

° The unrealized loss must be present for at least a nine-month period, with a fair market value/cost
ratio of less than 75% at both the beginning and end of the period.

8 Investments with a fair market value/cost ratio of 25% or less are written down immediately.

o Investments for which the manager has increased the position by at least 20% in the last nine months

are not adjusted unless the fair market value/cost ratio is 25% or less; otherwise, those investments

are monitored for possible adjustment in future periods.

e Investments whose fair market value/cost ratio is below 75% at the beginning of a nine-month
period, bui above 65% at the end of said period are not adjusted but rather are monitored for possible

adjustment in future periods.

13
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES

Notes to Consolidated Financial Statements

September 30, 2006 and 20605

Information regarding investments with unrealized losses at September 30, 2006 and 2005 is presented below,
segregated between those that have been in a continuous unrealized oss position for less than twelve months and
those that have been in a continuous unrealized loss position for twelve or more months (dollars in thousands):

September ). 20046:

Internally board-designated,
ternporartly restricted and
permanently restricted funds:
U.S government and
agency obligations $
Corparate obligations

Total debt securiiies
Corporate equity secunties
Collective investment funds

Tetal temporarily

impaired securities $

September 30, 2005:

Iternally board-designated,
temporarily restricted and
permanently restricted funds:
U5 governmont and
agency obligations )
Corporate obligations

Total debi securities
Comporate equity secuntics

Total temporanly

senpaired secunties $

Less than 12 months 12 months or loager Total
Fair Unrealized Fair Unrealized Fair Unreatlized
Yalue Losses Value Losses Yalue Losses
3471 3 17 % 3675 % 20 3 7146 § 137
2,46 30 2,945 £20 4,991 150
5,587 47 6,620 240 £2.137 287
5,532 781 2,603 403 8,135 1,186
10,829 698 256 30 11,685 778
21,878 % 1,526 % 10,07 8 725§ 31957 $ 2,251
Less than 12 moenths 12 months or lenger Total
Fair Unrealized Fair Unrealized Fair Unrealized
Yalue L.osses Value Losses Value Losses
12730 % 232 % 1,016 39 3% 13,746 3 271
6,298 147 1,038 33 7,336 180
19,028 370 2,054 72 21,082 451
8,192 837 2,617 580 10,809 1,417
27220 % i2i6 § 4671 3 652§ 31891 § 1,868
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

The following table sets forth changes in internally board-designated investments for the years ended
September 30, 2006 and 2005:

2006 2005

Internally board-designated investments at beginning of year § 136,728,113 § 118,737,570
Investment income:

Mvidend and interest income 2,468,632 2,337,250

Net realized gains on sales of securities 10,780,962 8,938,013
Net unrealized gains on investmenis 2,831,553 9098730
Withdrawals (1,590,085) (2,383,450)
internally board-designated investments at end of year $ 1512191075 % 136,728,113
Trustees’ Aceounts

Under the terms of the will of the late George N. Buckhout, the Trustees of the Hospital (Trustees) were
appointed trustees of a fund established for the benefit of persons requiring financial aid for any type of
medical or surgical care. Applications for assistance from the Buckhout fund are to be submitied to a
commitiee of three physicians. Upon approval by this committee, disbursements are made from the fund.
The investments of this fund, which are included in assets limited as Lo use and temporarily restricted net
assets m the accompanying consolidated statements of financial position, amounted to $4,773,993 and
54,563,840 at September 30, 2006 and 2005, respectively.

Under the terms of the will of the late Harold W. Brooks, the Trustees were appointed trustees of a fund
established to purchase or rent diagnostic or therapeutic equipment to be used at the Hospital. Applications
for disbursements from the Brooks fund are to be submitted to a group of physicians for approval. Upon
approval from the Brooks committee, disbursements are made from the fund. The investments of this
fund, which are included in assets limited as to usc and temporarily restricted net assets in the
accompanying consolidated statements of financial position, amounted to $12,578,708 and $11,302,076 at
September 30, 20006 and 2005, respectively.

The composition of the above two Trustees™ accounts at September 30, 2006 and 2005 is set forth in the
following table.

2006 2005
U.S. government and agency obligations 5 686,151 § 887,340
Corporate equily securities 5,712,209 5,604,252
Corporate obligations 1,235,072 1,229,822
Collective investment funds 9,520,349 7,845,953
(her investments 198,920 298,549

$ 17,352,76  § 15,865,916
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

Assets Held in Trust

The Hospital is the sole beneficiary of a trust held in perpetuity by Bank of America (formerly Fleet Bank).
Under the terms of the will of the late Adelaide Roberts, the income from the trust is to be used to provide
financial aid for persons requiring medical and nursing services. The trust’s investments, which are
included in assets limited as 10 use and permanently restricted net assets in the accompanying consolidated
statements of financial position, totaled $1,287,348 and $1,224,800 at September 30, 2006 and 2005,

respectively.

The composition of this trust at September 30, 2006 and 2005 is set forth in the following table.

2006 2005
Corporate equity securities b 874,700 § 799,029
U.S. governmment and agency obligations 350,066 356,281
Cash and short-term investments 62,582 60,490
$ 1,287,348 % 1,224,800
Promises to Give
Included in contributions receivable are the following unconditional promises to give:
2606 2005
Capital campaign 3 448,855 § 460,585
Restricted 1o future periods 710,923 621,449
Unconditional promises to give before
unamortized discount and allowance
for uncollectibles 1,159,778 1,082,034
Less unamortized discount at rate of 1.45%
in both 2006 and 2005 (16,817 {(15,691)
Subtotal 1,142,961 1,066,343
Less allowance for uncollectibles {65,042) (150,015)
Net unconditional promises {o give hY 1,07791%9 % 916,328
Amounts due in:
Less than one year $ 448855 §$ 460,585
One to five years 707,523 610,939
More than five years 3,400 10,510
Total h) 1,156778 § 1,082,034
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consohidated Financial Statements

September 30, 2006 and 2005

Property and Equipment

Property and equipment, by major category, is as follows at September 3(:

2006 2665
Land and improvements 3 2,895,857 § 2,895,857
Butldings and improvements 92,181,394 80,540,223
Equipment 46,920,090 46,594 864
141,997,341 139,030,944
Less accumulated depreciation and amortization 67,474,115 62,805,615
74,523,226 76,225,329
Construction in progress 487,284 1,046,216
Property and equipment, net Y 75,610,510 % 77,271,545

Depreciation and amortization expense for the years ended September 30, 2006 and 2005 amounted to
$6,211,142 and $6,176,083, respectively.

The estimated additional cost of completion of construction in progress approximated $2,869,000 at
September 30, 2006, comprised of building renovation projects.

Pension and Other Postretirement Benefits (all dollars in thousands)

Pension Benefits

Effective December 31, 1997, the Pension Plan for Employces of Newport Health Care Corporation and
Subsidianies (the Newport Plan) merged into the Lifespan Corporation Retirement Plan {the Plan). Each
employee who was a participant in the Newport Plan and was an eligible employee on December 31, 1997
continues to be a participant in the Plan on and after December 31, 1997, subject to the provisions of the
Plan. Employees are included in the Plan on the first of the month which is the later of their first

anniversary of employment and the attainment of age 18.

The Plan is intended to constitute a plan described in Section 414(k) of the Internal Revenue Code, under
which benefits are derived from employer contributions based on the separate account balances of
participants in addition to the defined benefits provided under the Plan, which are based on an employee’s
years of credited service and annual compensation. Lifespan’s funding policy is to contribute amounts to
the Plan sufficient to meet minimum funding requirements set forth in the Employee Retirement Income
Security Act of 1974, plus such additional amounts as may be determined to be appropriate by Lifespan.

Substantially all employees of Lifespan Corporation who meet the above requirements are eligible to
participate in the Plan. Lifespan uses a measurement date of June 30 for the Plan.
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES

Notes to Consolidated Financial Statements

Benefit Obligations

Change in benefit obligation:

September 30, 20006 and 2005

Benefit obligation, beginning of year §

Service cost

Interest cost

Benefits paid
Administrative expenses
Actuarial {(gain) loss

Projected benefit obligation, end of year h)

2006 2005
363,010 $ 303,766
21,198 17,743
19,495 19,607
(16,701) (14,310)
(1,065) (1,092)
(37,825) 37,296
348,112 § 363,010

The accumulated benefit obligation at the end of 2006 and 2005 was $300,221 and $306,904, respectively.

The following assumptions were used to determine end of year benefit obligations:

Weighted average discount rate

Rate of increase in future compensation levels

Plan Assets

Change in plan assets:

Fair value of plan assets, beginning of vear b

Actual return on plan assets
Employer contributions
Administrative expenses
Benefits paid

Fair value of plan assets, end of year $

2006 2005
6.25% 5.0%
4.5% 4.5%
2006 2005
265119 § 241,427
32,251 22,857
18,512 16,237
(1,065) (1,092)
(16,701) (14,310)
298,116 $ 265,119

Employer contributions and benefits pawd in the above table include only those amounts contributed
directly to or paid directly from Plan assets.

8
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NEWPORT HEALTH CARE CORPORATION AND ATTILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

The asset allocation for the Plan at June 30, 2006 and 2005, and the target allocation for 2007, by asset
category, are as follows:

Target Percentage of Plan Assets
Allocation at June 30

Asset Category 2007 20600 2005
.S, equity 25-40% 23.4% 260.7%
Absolute retum 0-15% 9.9% 7.9%
International equity 16-30% 26.1% 229%
Venture capital 0-10% 1.8% 1.8%
Commodities 0-10% 11.5% 10.1%
Real estate 0-15% 3.6% 8.0%
Fixed income £5-35% 18.7% 19.5%
Cash and cash equivalents 3-10% — 3.1%

Total 100.0% 100.0%

The above table does not include $56,033 and $48,676 of Plan assets at June 30, 2006 and 2005,
respectively, attributable 1o the separate savings account balances of participants which are managed in
various mutual funds by Fidelity Investments.

The overall financial objective of the Plan is to meet present and future obligations to beneficiaries, while
mintmizing long-term contributions to the Plan (by eaming an adequate return on Plan assets), with
moderate volatility in year-to-year contribution levels.

The primary investment objective of the Plan is to provide a satisfactory return on investment in support of
the above objective. The Plan’s specific investment objective is 1o attain an average annual real total return
{net of investment management fees) of at least 5% over the long term (rolling five-year periods). Real
total retum is the sum of capital appreciation (or loss) and current income {dividends and interest) adjusted
for inflation by the Consumer Price Index.
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NEWPORT HEALTII CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

Funded Status

The funded status of the Plan, reconciled to the amount reported on Lifespan’s consolidated statements of
financial posttion, follows:

2006 2005
Fair value of plan assets $ 298,116 & 265,119
Benefit obligations 348,112 363,010
Funded status (49,996) (97,891
Unrecognized net loss from past
experience different from that assumed 8,733 62,506
Prior service cost not yet recognized in net periodic
pension cost 5,693 6,693
Net pension liability recognized in Lifespan's
consolidated statements of financial
position $ (35570) % (28,692)
Net pension asset recognized in the Corporation’s
consolidated statements of financial position ¥ 4503 % 5,510

The net pension asset recognized in the Corporation’s consolidaled statements of financial position at
September 30, 2006 and 2005 consists of:

2006 2005
Noncurrent assel (included in other noncurrent assets) b 5023 % 6,013
Current liability (included in accrued employee benefits and
compensation) {520y % {503)
Total $ 4,503 % 5510

At the end of 2006 and 2005, the projected benefit obligation, accumulated benefit obligation, and fair
value of plan assets were as follows:

2006 2085

Projected benefii obligation $ 348,112  § 363,010
Accumulated benefit obligation 300,221 306,904
Fair value of plan assets 298,116 265,119
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

Expected Cash Flows

Information about the expected cash flows for the Plan follows:

Employer contributions:
2007 (expected) b 24,990

Expected benefit paymentis:

2007 $ 17,400
2008 18,300
2009 20,200
2010 , 20,700
2011 23,100
2012-2016 146,800

Management cvajuates s Plan assumptions annually and the expected contribution in 2007 could increase.

Net Periodic Pension Cost

Components of net periedic pension cost are as follows for the years ended September 30:

2006 2005
Service cost $ 21,198 % 17,743
Interest cost 19,495 19,607
Expected return on plan assets (20,766) (18,922)
Net amortization and deferral 5,463 3,103
Net periodic pension cost for Lifespan § 25390 % 21,531
Net periodic pension cost for the Corporation $ 1,653 % 1,299

The following assumptions were used 1o determune net periodic pension cost:

2006 2005
Weighted average discount rate 5.0% 6.25%
Expected long-term rate of return on plan assets 8.0% 8.0%
Rate of increase in future compensation levels 4.5% 4.5%

Lifespan employs a rigorous process to annually determine the expected long-term rate of return on Plan
assets which is oaly changed based on significant shifis in economic and [inancial market conditions.
These estimates are primarily driven by actual histonical asset-class returns along with our long-term
outlook for a globally diversified portfolio. Asset allocations are regutarly updated based on evaluations of

future market returns for each asset class.
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

New Accounting Pronouncement Re: Pension and Other Postretirement Benefit Plans

In September 2006, the Financial Accounting Standards Board (FASB) issued FASB Statement No. 158,
“Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans.” FASB Statement
No. 158, which is an amendment of FASB Statements No. 87, 88, 106 and 132R, requires an employer to
recognize in its statement of financial position an asset for a benefit plan’s over funded status or a liability
for a plan’s underfunded status, with a corresponding increase or decrease in unrestricted net assets. The
funded-status amount will be measured as the difference between the fair value of plan assets and the
benefit obligation, including all actuarial gains and losses and prior service cost.

The requirement to recognize the funded status of Lifespan’s benefit plans is effective as of September 30,
2007. Based on the Corporation’s portion of the September 30, 2006 funded-status amounts for the
Lifespan Corporation Retiremen{ Plan, the Corporation would record an increase in unrestricted net assets
of $2,010 in 2007,

Other Postretirement Benefits

In addition to providing pension benefits, the Corporation provides a life insurance benefit for retired
employees. Under Statement of Financial Accounting Standards No. 106, the cost of postretirement
benefits other than pensions must be recognized on an accrual basis as employees perform services to earn
the benefits. The Corporation provides the life insurance benefit to retirces and employees who were
age 60 or older with at least 10 years of service as of October 1, 2004. The benefit liability is included in
other Habilities in the accompanying consolidated statements of financial position, totaling $545 and $517
at September 30, 2006 and 2005, respectively.

Patient Service Revenue and Related Reimbursement

A major portion of the Corporation’s revenue is received from third-party payors. The following is an
approximate percentage breakdown of gross patient service revenue by payor type for the years ended
September 30:

2006 2005
Medicare and Senior Care 41% 41%
Blue Cross 20% 21%
Medicaid and Rite Care 8% 8%
Managed care 11% 11%
Commercial, self-pay, and other 20% 19%
100% 100%

The Corporation grants credit to patients, most of whom are local residents. The Corporation generally
does not require collateral or other security in extending credit to patients; however, it routinely obtains
assignment of (or is otherwise entitled to receive) patients’ benefits payable under their health msurance
programs, plans or policies (e.g., Medicare, Medicaid, Blue Cross, managed care and commercial
insurance policies).
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NEWPORT HEALTH CARE CORPOGRATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

Cost reports filed annually with third-party payors are subject to audit prior to final settlement. The
Medicare 2006 cost report has not been filed, while the 2005 cost report has been filed, but not settled. The

Medicaid 2004, 2005 and 2006 cost reports have not been filed.

Regulations in effect require annual settlements based upon cost reports filed by the Hospital. These
seftlements are estimated and recorded in the accompanying consolidated financial statements. Changes in
these estimates are reflecied in the consolidated financial statements in the year in which they occur. Net
patient service revenue in the accompanying consolidated statements of operations and changes in net
assets was increased by $1,028,287 and $1,568,986 in 2006 and 2005, respectively, to reflect changes in
the estimated settlements for certain prior years.

Revenues from Medicare and Medicaid programs accounted for approximately 41% and 8%, respectively,
of the Corporation’s gross patient service revenue for the year ended Seplember 30, 2006. Laws and
regulations governing the Medicare and Medicaid programs are complex and subject to interpretation. The
Corporation believes that it is in compliance with all applicable laws and regulations. Compliance with
Jaws and regulations can be subject to future government review and interpretation as well as significant
regulatory action; failure to comply with such laws and regulations can result in fines, penalties and
exclusion from Medicare and Medicaid programs.

income Tax Status

NHCC and its affiliates are not-for-profit corporations as described in Section 501(c)(3) of the Internal
Revenue Code {the Code) and are exempt from Federal income taxes pursuant to Section 501(a) of the

Code.

Long-Term Debt

Long-term debt consists of the following at September 30:

2006 2005
Hospital Financing Revenue fixed rate serial and term bonds
due July 1, 2007 through 2029 in annual amounts ranging
from $630,000 to $1,890,000 at rates ranging from 4.5% to
5.3% (1999 Series — Newport Hospital) h 26,235,000 § 26,340,000
Hospital Financing Revenue variable rate bonds (3.56% at
September 30, 2006) due March 1, 2007 through 2014 in an
annual amount of $1,000,000 (2004 Series — Newport Hospital) 3,000,000 9,000,000
Total long-term debt 34,235,000 35,840,000
Less current portion 1,630,000 1,605,000
Long-term debt, excluding current portion 3 32,605,000 3 34,235,000
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

The estimated fair value of the Corporation’s long-term debt at September 30, 2006 amounts o
$35,008,000 and is estimated using discounted cash flow analyses, based on the Hospital’s current
incremental borrowing rates for similar types of borrowing arrangements.

On March 1, 2004, RIHEBC issued, on behalf of the Hospital, $10,000,000 of tax-exempt bonds (the 2004
Bonds) to finance the renovation of medical/surgical inpatient beds, replace a CT Scan, purchase new beds
and pay costs of issuance.

On February 1, 1999, RIHEBC issued, on behalf of the Hospital, $30,000,000 of tax-exempt bonds
(the 1999 Bonds) to finance the acquisition, construction, renovation and equipping of various Hospital
facilities. The Bonds are secured by a pledge of the gross receipts of the Hospital.

Payment of the principal and interest on the 2004 and 1999 Bonds when due is guaranteed by Newport
Hospital Foundation, Inc. Under the terms of the 2004 and 1999 Bonds, the Corporation is required to
satisfy certain measures of financial performance as long as the bonds are outstanding. At September 30,
2006, the Corporation was in compliance with all covenants of the bonds.

The Corporation’s aggregatc maturitics of long-term debt for the five fiscal years ending in
September 2011 are as follows: 2007, $1,630,000; 2008, $1,660,000 and 2009, $1.690,000; and 2010,

$1,720,000; and 2011, $1,755,000.

Agreements underlying the 1999 Hospital Financing Revenue Bonds require that the Hospital maintain
certain trustee-held funds, included with assets limited as to use in the consolidated statements of financial

position, as follows:

Bond Fund — The Hospital is required to make quarterly deposits to the trustee sufficient to provide
sinking funds for the payment of principal and interest to bondholders when due.

The balance of the 1999 Series Bond Fund at September 30, 2006 and 2005 is $497,543 and $497,952,
respectively.

During the years ended September 30, 2006 and 2005, the Corporation’s inlerest expense was $1,676,103
and $1,603,018, respectively. Interest paid was $1,650,307 and $1,599,470 during the years ended

September 30, 2006 and 2005, respectively.
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

A summary of intercst cost and investment income on borrowed funds held by the trustee under the
Corporation’s bond ndentures during the years ended September 30, 2006 and 20035, follows:

2066 2605
Interest cost:
Capitalized 3 — § 3,633
Charged to operations 1,676,103 1,603,018
Total 3 1,676,103 § 1,606,651
Investment income:
Credited to other revenue 3 16,853 % 12,307
(12) Temporarily and Permanently Restricted Assets
Temporarily restricted net assets are available for the following purposes at September 30:
2006 2005
Capital and equipment $ 16,632,657 § 15,442,423
General health care service activities 10,075,710 9,667,940
Awards (employee recognition and education) 751,915 657,358
Total $ 27460282 § 25767721
Permanently restricted net assets at September 30 are restricted to:
2006 2005
Investments to be held in perpetuity, the income from which
is expendable for general health care service activities 3 25,909,873 % 24,922 089
Interest in perpetual trust {restricted to patient financial
assistance) 1,287,348 1,224,800
Total $ 27,197,221 % 26,146,889

(13)

Concentrations of Credit Risk

Financial instruments which potentially subject the Corporation to concentrations of credit risk consist
primarily of accounts receivable and ceirtain investments. The nsk assoctated with temporary cash
investrnents 1s mitigated by the fact that the investments are placed with what management believes are
high credit quality financial institutions. Investments, which include government and agency obligations,
stocks and corporate bonds, are not concentrated in any corporation or industry.
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Financial Statements

September 30, 2006 and 2005

The Corporation receives a significant portion of its payments for services rendered from a limited number
of government and commercial third-party payors, including Medicare, Blue Cross, Medicaid and various
managed care entitics. The Corporation has not historically incurred any significant concentrated credit
losses in the normal course of business.

Malpractice and Other Litigation
Professional Liability/Medical Malpractice

Professional liability/medical malpractice coverage for the Hospital is supplied on a claims-made basis by
Rhode Istand Sound Enterprises Insurance Co., Ltd. (RISE), Lifespan’s affiliated captive insurance
company, which underwrites the medical malpractice risk of the Hospital. The adequacy of the coverage
provided and the funding levels are reviewed annually by independent actuaries and consultants. The
professional liability insurance provided by RISE has liability limits of $4 million per medical incident
with no annual aggregate. RISE provides a second layer of coverage, which has limits of an additional $2
miltion per medical incident with a $2 million annual aggregate. In addition, commercial umbrella excess
insurance has been obtained by Lifespan to increase the total professional liability limits to $22 million per

claim.

The Hospital has been named as a defendant in a number of pending actions seeking damages for alleged
medical malpractice. In the opinion of management, any liability and legal defense costs resulting from
these actions will be within the limits of the Hospital’s malpractice insurance coverage provided by RISE

and/or commercial excess carriers.

General Liability

General liability coverage is provided to the Hospital by RISE amounting to $4 million per incident and
$4 million in the annual aggregate. Commercial excess liability insurance has been obtained by Lifespan
which provides aggregate general liability coverage of $80 million.

Workers’ Compensation

The Hospital has incurred a number of workers’ compensation claims and, in the opinion of management,
the Hability of the Hospital will be within the limits of the assets of Lifespan’s workers’ compensation self-
insurance trust fund.

Other Litigation

In addition to the actions discussed above, the Corporation 1s also involved in a number of miscellaneous
suits and general hability suits ansing in the course of business. After consultation with legal counsel,
management estimates that these matters will be resolved without material adverse effect on the

Corporation’s future financial position or results from operations.
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NEWPORT HEALTH CARE CORPORATION AND AFFILIATES
Notes to Consolidated Fipancial Statements

September 30, 2006 and 2005

Related-Party Transactions

The Corporation was charged a management fee by Lifespan of $9,941,952 and $9,589,992 in 2006 and
2005, respectively, representing 10.6% of Lifespan’s operating expenses in each year. Lifespan provides
informaticn services, human resources, financial, and various other support services to the Corporation.

In the normal course of business, the Corporation enters into transactions with Lifespan and other related
entities. Included in intercorporate financing are the following amounts due (to) from related entities at

September 30:

2006 2005
Litespan 3 {263,241y § (40,350)
Rhode Istand Hospital {185,099) 85,598
The Miriam Hospital {157,364) (90,307)
Emma Pendleton Bradiey Hospital 1,130 —
Total intercorporate financing A (604,574) § (45,059)

Functional Expenses

The Corporation provides general health care services to residents within 1ts geographic location. Expenses
related to providing these services are as follows for the years ended September 30:

2006 2005

Health care services b 77.408.010 % 74,856,392
General and administrative:

Depreciation and amortization 6,211,142 6,176,083

Interest 1,670,103 1,603,018

License fees 2,975,999 2,390,761

Other 15,881,500 15,777,649

Total general and administrative 26,744,744 25,947 511

3 104,152,734  § 100,803,903
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KPMG LLP
50 Kennedy Plaza
Providence, Rl 02803-2321

Independent Auditors’ Report on
Supplementary Information

The Board of Trustees
Newport Health Care Corporation:

We have audited and reported separately herein on the consolidated financial statements of Newport Health
Care Corporation and Affiliates (the Corporation) as of and for the years ended September 30, 2006 and

2005,

Our audits were made for the purpose of forming an opinion on the consolidated financial statements of the
Corporation taken as a whole. The consolidating information is presented for purposes of additional
analysis of the consolidated financial statements rather than to present the financial position, results of
operations and changes in net assets (deficit), and cash flows of the individual entities. The consolidating
mformation as of and for the years ended September 30, 2006 and 2005 has been subjected to auditing
procedures applied in our audits of the consolidated financial statements and, in our opinion, is fairly stated
i all matertal respects in relation to the consolidated financial statements taken as a whole.

January 29, 2007

KPMG LLP 3 U.S. iirmied habfhity parinership, is the 1.5,
maraber fiern of KPAAG Intemstional. 3 Swiss cooperative
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